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Notice To Readers
This Audit Risk Alert is intended to provide auditors o f financial 
statements of common interest realty associations with an overview 
of recent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in 
Statement on Auditing Standards (SAS) No. 95, Generally Accepted 
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 
150). Other Auditing Publications have no authoritative status; 
however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other 
Auditing Publication, he or she should be satisfied that, in his or 
her judgment, it is both appropriate and relevant to the circum­
stances o f his or her audit. The auditing guidance in this 
document has been reviewed by the AICPA Audit and Attest 
Standards staff and published by the AICPA and is presumed to 
be appropriate. This document has not been approved, disap­
proved, or otherwise acted on by a senior technical committee of 
the AICPA.
Lori A. West, CPA 
Technical Manager 
Accounting and Auditing Publications
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Common Interest Realty Associations 
Industry Developments— 2003/04
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your common 
interest realty association (CIRA) audits. The knowledge deliv­
ered by this Alert assists you in achieving a more robust under­
standing of the business and economic environment in which 
your clients operate— an understanding that is more clearly 
linked to the assessment o f the risk of material misstatement of 
the financial statements. Also, this Alert delivers information 
about emerging practice issues and current accounting, auditing, 
and regulatory developments.
If you understand what is happening in the CIRA industry and 
you can interpret and add value to that information, you will be 
able to offer valuable service and advice to your clients. This 
Alert assists you in making considerable strides in gaining that 
industry knowledge and understanding it.
Current Economic and Industry Developments
For a complete overview o f the current economic environment 
in the United States, see the AICPA general Audit Risk 
Alert— 2003/04  (product no. 022334kk).
CIRA Housing Growth and Economics
The housing market has played a major role in sustaining U.S. 
economic growth. Despite recent projections indicating declines 
in single-family and multifamily housing starts, the figures still 
remain at all time highs. By the end of 2003, single-family starts 
should total nearly 1.48 million units and multifamily starts 
should total nearly 344,000 units. Estimates suggest that at least 
80 percent o f the single-family starts are in some type of CIRA,
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which would equate to around 8,000 to 12,000 new community 
associations created in 2003. By the end o f the year, estimates 
indicate that approximately 20 million housing units will exist in 
some form of CIRA.
Based on those figures, the aggregate resale value for all homes in 
CIRAs would be in excess of $2.25 trillion dollars and annual 
CIRA assessments are estimated to be $35 to $40 billion. Annual 
reserve contributions and expenditures by CIRAs are estimated to 
be $20 to $25 billion, and home improvement expenditures by 
CIRA homeowners are nearly $20 billion
Condominium unit pricing increased by over 15 percent from 
last year with a median price of $163,500, just 3 percent less than 
the median price of a single-family home of $168,500.
XML (Extensible Markup Language) & XBRL (Extensible Business 
Reporting Language)
The Community Associations Institute (CAI) has formed an 
XM L/XBRL task force to develop schemas for online transmis­
sion of community association information. CAI has completed a 
draft X M L Schema for Community Association Homeowner 
Data that will be released in the fall o f 2003 for public comment. 
The CAI Task Force is completing draft schemas for the legal de­
finition o f community associations, payment processing in asso­
ciations, and the definition of revenue in associations. The task 
force’s goal is to produce XM L schemas to allow for easily trans­
portable financial information. The CAI and the CAI Research 
Foundation are hosting a meeting with the Census Bureau, the 
American Housing Survey, the National Association of Realtors, 
the National Association of Homebuilders, and others during the 
fall of 2003 to clarify the data collection needs for CIRAs.
Federal Trade Commission’s New Telemarketing Sales Rule
The Federal Trade Commission (FTC) has been developing a 
new telemarketing sales rule. The new rule includes the following 
provisions:
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• A national do-not-call registry
• A toll-free consumer complaint line
• Lists to be scrubbed every three months
• Investigation to be generated after three complaints, 
possibly resulting in fines up to $11,000 per violation
• A requirement that telemarketers transmit caller ID in­
formation within one year
The true impact of the FT C ’s new telemarketing rule will not be 
known until the process o f understanding, interpreting, and ap­
plying it to vacation ownership marketing practices is completed. 
Actual implementation o f the rule’s regulatory requirements will 
not begin until next summer or later. For additional information 
and to stay current on more recent developments, readers may 
refer to www.FTC.gov and www.arda.org.
Regulatory Developments
The operations of CIRAs are regulated by the individual states 
and not by the federal government. However, federal regulations, 
court cases, IRS revenue rulings, and federal legislation apply to 
the income tax treatment of CIRAs. Also, two federal agencies, 
the Federal Housing Administration (FHA) and the Department 
of Veterans Affairs, as well as two government-sponsored enter­
prises (GSEs), the Federal Home Loan Mortgage Corporation 
(FreddieMac) and the Federal National Mortgage Association 
(FannieMae), have regulations and underwriting guidelines to 
guide developers, mortgage lenders, and others in establishing 
CIRAs as well as in selling and financing units. Although compli­
ance with such regulations may not be mandatory, compliance 
with their guidelines and underwriting requirements facilitates 
the development, sale, and resale o f units within CIRAs. This sec­
tion discusses recent developments in federal regulations as they 
relate to CIRAs, including U.S. Department o f Housing and 
Urban Development (H UD ) requirements, IRS private letter 
rulings, and bankruptcy legislation.
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Help Desk—To obtain copies of the HUD handbooks, no­
tices, and other documents, go to www.hudclips.org, where 
they are available for printing or viewing. Printed handbooks 
can be ordered online through the Direct Distribution System 
or by telephone at (800) 767-7468.
Current Developments in the Guidelines for Calculating and 
Retaining Section 236 Excess Income
As discussed in a prior Alert, on July 27, 2001, the H UD Office 
of Housing issued Notice H 01-7, Guidelines for Calculating and 
Retaining Section 2 3 6  Excess Income, which supersedes Notice H 
00-17. Notice H 01-7, which expired July 31, 2002, applied to 
all section 236 projects (the typical H U D  CIRA would be a 
housing cooperative) receiving assistance through the section 236 
interest reduction payment program. H UD  Notice H 01-7 pro­
vided guidelines for implementation of section 216 of the depart­
ment’s fiscal year 2001 Appropriations Act, P.L. 106377. Section 
861 of the American Homeownership and Economic Opportu­
nity Act of 2000 amends section 236(g) of the National Housing 
Act, providing an extension of the authority to retain excess in­
come. It also provides that any excess income that a project owner 
has collected and has not remitted to the secretary of H U D  may 
be retained by such owner unless the secretary otherwise pro­
vides. Instructions are provided for an owner’s participating in re­
tention of excess income for projects receiving assistance through 
the section 236 interest reduction payments program.
Excess income comprises cash collected as rent from residents by 
the mortgagor, on a unit-by-unit basis, that is higher than the 
HUD-approved unassisted basic rent. Excess income may be 
used for any project purpose, such as project operating shortfalls 
and repair costs that are applicable to CIRA clients. Another pro­
ject use applicable to CIRA clients is increasing deposits to the re­
serve fund for replacements to a limit necessary to fund the 
reserve adequately.
Readers should be aware that the H UD  Office of Housing issued 
Notice H 02-14, Guidelines for Calculating and Retaining Section 
2 3 6  Excess Income, on July 17, 2002. Notice H 02-14, which
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expired July 31, 2003, was an extension of Notice H 01-07, as 
clarified by Notice H 02-09, Technical Corrections, issued on May 
10, 2002. The H U D  Office of Housing then issued Notice H 
03-13 on July 13, 2003; this is yet another extension of Notice H 
02-14, as clarified by Notice H 02-09, Technical Corrections, 
issued May 10, 2002. Notice H 02-14 is now being extended to 
July 31, 2004.
Help Desk—For additional guidance, refer to HUD Notices 
H 01-7, H 02-14, and H 03-13 at www.hudclips.org, which 
contains sections on policy, retaining section 236 excess 
income, usage of excess income, requesting approval, 
treatment of excess income previously collected, and reporting 
requirements.
HUD Issues Final Rule on Property Flipping
H U D  has issued new requirements regarding the eligibility o f 
properties to be financed with Federal Housing Administration 
mortgage insurance, making flipped properties ineligible for 
FHA-insured mortgage financing.
IRS Revenue Rulings
A revenue ruling is an official interpretation by the IRS o f the 
Internal Revenue Code (IRC), related statutes, tax treaties, and 
regulations. It is the conclusion o f the IRS on how the law is 
applied to a specific set o f facts. Revenue rulings are published in 
the Internal Revenue Bulletin for the information o f and 
guidance to taxpayers, IRS personnel, and tax professionals. They 
can be used as guidance if your client encounters a similar 
situation. The following ruling may affect CIRAs.
Revenue Ruling 2001-60
Revenue Ruling 2001-60, addresses the following issue: Are land 
preparation costs incurred by a taxpayer in the original construc­
tion or reconstruction of golf course greens subject to an allowance 
for depreciation under 167 of the Internal Revenue Code?
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Revenue Ruling 2001-60 provides guidance on the proper tax 
treatment of land preparation costs in the construction or recon­
struction of golf course greens. The ruling replaces Revenue Rul­
ing 55-290, 1955-1 C.B. 320. While Revenue Ruling 2001-60 
continues to apply the holding o f Revenue Ruling 55-290 regard­
ing the treatment o f land preparation costs attributable to the 
construction or reconstruction of push-up or natural soil greens, 
the ruling reaches a different conclusion regarding the treatment 
of the costs of land preparation undertaken in the construction or 
reconstruction o f modern golf course greens. On February 7, 
2002, the Industry Director, Communications, Technology and 
Media, and the Deputy Director —  Compliance (SBSE) issued a 
memorandum that provides direction to examiners on applying 
the concepts o f Revenue Ruling 2001-60 to other golf course 
land components. These components include tee boxes, sand 
bunkers, fairways, and roughs.
With the release of Revenue Ruling 2001-60, 2001-51 I.R.B. 
587, taxpayers should expect to file Forms 3115, Application for 
Change in Accounting Method, to conform their treatment of 
the costs o f modern golf course greens to that o f the ruling. The 
ruling allows for depreciation under IRC Sections 167 and 168 of 
certain land preparation costs in the original construction or re­
construction of modern golf course greens. The ruling represents 
a substantial change in the treatment of such costs. In the past, 
the IRS relied on Revenue Ruling 55-290., 1955-1 C.B. 320. 
This ruling provided that expenditures incurred by a taxpayer in 
the original construction of golf course greens are capital expen­
ditures that should be added to the original cost o f the land and 
are not subject to an allowance for depreciation. Although 
Revenue Ruling 2001-60 reaches a different conclusion from 
Revenue Ruling 55-290 with respect to the construction o f the 
modern golf course green, Revenue Ruling 2001-60 will 
continue to apply the holding of Revenue Ruling 55-290 to the 
construction o f the push-up or natural soil greens.
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Help Desk—For more information on golf course land im­
provement costs, go to www.irs.gov/businesses/article/0„id= 
107937,00.html for the complete revenue ruling and 
memorandums issued to examiners. This guidance marks one 
of the first issues of the new Industry Issue Resolution (IIR) 
Program aimed at establishing consistent IRS positions on 
complicated or controversial tax issues.
Pooled Method of Reserve Funding
Reserve assessments are probably one o f the biggest issues in 
association taxation because they are so misunderstood. Many 
practitioners treat the entire reserve assessment as simply a capital 
contribution for tax purposes, without any regard to its technical 
compliance as a capital contribution. In certain instances, the 
reserve preparer can provide component information so that 
capital and noncapital component allocations can be determined 
by the CPA. Contributions for capital replacements are exempt 
from taxation regardless o f the federal income tax method (1120 
or 1120H) utilized.
Tax law on monies contributed to a corporation as capital contri­
butions is very specific about the requirements for assessments to 
qualify as a capital contribution (meaning “capital” in nature, as 
opposed to annual or non annual operating in nature) in a 
nonexempt membership organization. The requirements are:
1. Funds must be earmarked for a specific capital purpose. 
(See court case citation Maryland Country Club, Chicago 
Board of Trade, Gibbons, GCM  35929, and Revenue Rul­
ings 74-563, 75-370, 75-371 for guidance.)
2. Members must be notified in advance o f the purpose o f the 
assessment. (See court case citation Maryland Country 
Club, Chicago Board of Trade, and Revenue Rulings 74- 
563, 75-370, 75-371 for guidance.)
3. Funds must be accounted for as a capital assessment. (See 
court case citation Maryland Country Club and Chicago 
Board o f Trade for guidance.)
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4. Funds must be placed into a separate bank account. (See
court case citation Maryland Country C lub, GCM  35929, 
and Revenue Rulings 74-563, 75-370, 75-371
for guidance.)
5. Funds must actually be expended for the specific capital 
purpose. (See court case citation Maryland Country Club, 
GCM  35929 for guidance.)
6. The money must add value to the contributor’s capital ac­
count, (as defined in IRC Section 1016). (See court case 
citation Chicago Board o f Trade, G CM  35929 for 
guidance.) (The purpose o f this requirement is that the 
contributor (member) receive some immediate value for 
the capital contributed, rather than simply making a 
payment for the expectation o f future services (which 
would not qualify as being “capital” in nature).)
Currently, most o f the major national reserve preparers use the 
pooled method. Recently, in Florida, there has been an increase 
in the frequency of adoption of the cash flow or pooled method 
of reserve funding by condominium associations. Until a short 
time ago in Florida, in order for an association to adopt the 
pooled method, the majority o f the association’s unit owners were 
first required to waive statutory (straight-line) funding. The 
administrative rules to the Florida statutes were recently amended 
to permit the funding o f reserves based on either a separate 
analysis o f each o f the required assets (straight-line) or a pooled 
analysis of two or more of the required assets.
The application of the pooled method o f reserve funding is set 
forth in Section 61B-22.005 of the Florida Administrative Code 
(FAC), which interprets, enforces, and implements the Florida 
statutes. Section 718.112(2)(f) FS of the FAC stipulates that the 
annual contribution to the reserves is calculated to provide a 
positive cash flow, considering projected estimated expenditures 
to repair and replace the common property, over a specified 
period. Generally, the pooled method of reserve funding results 
in a substantially lower assessment to unit owners. Also, reserve
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funds may be used for any of the items in the pool, without a unit 
owner vote. It should be noted that this approach is used in 
Hawaii, as well, and may be used elsewhere.
For associations that have adopted pooled reserve funding, a 
question arises regarding the treatment of reserve assessments in 
preparation of Form 1120. Upon adoption, the association will 
fund its reserves in an aggregate amount instead o f by specific 
component. The IRS citations identified above set forth that the 
amount or proportion to be used for capital improvements must 
be stated at the time o f the assessment, earmarked for that 
purpose at time of receipt, and expended for the specific capital 
purpose. Accordingly, associations filing Form 1120 and using 
the pooled method o f reserve funding must be able to establish a 
reasonable proration of the assessment pertaining to capital im­
provements; otherwise, the entire assessment would be taxable. In 
establishing such a proration, consideration should be given to 
using historical percentages or applying future cost relationships, 
as set forth in the reserve study. This breakdown may be obtained 
from some of the major reserve study firms.
Income Taxes
The IRS settled a number o f related tax audits in the San Diego 
area several years ago by allowing the associations to switch to 
Form 1120-H and pay the additional tax, penalties, and interest. 
Significantly, all the audits were of associations that filed Form 
1120 under IRC Section 277. It was felt at the time that the IRS 
simply bowed to the intense pressure and publicity given this 
issue by the industry. The IRS position was very strong, and the 
only case to go to court resulted in a summary judgment decision 
in favor of the IRS.
Practitioners should continue to be aware of the risks associated 
with filing Form 1120 and advise their clients to do so only when 
they have fully complied with IRS guidelines.
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Bankruptcy Legislation Still in Washington
Bankruptcies have been setting all-time records of late. According 
to bankruptcy profiles, two out o f three individuals who file 
petitions have lost their job. Thus, we can see that as unemploy­
ment rises, so does the bankruptcy rate.
Although bankruptcy reform has stalled numerous times, its 
prospects seem to be improving. In March 2003, the Bankruptcy 
Abuse Prevention and Consumer Protection Act (HR975) was 
finally passed in the House and Senate. Now, certain issues in the 
legislation need to be resolved between both houses o f Congress. 
It will then go to the president, who has indicated that he will 
sign the bill into law. Once signed, the provisions of the law will 
be effective in 180 days. Readers should be alert to the passage of 
the bill into law.
For years, banks and creditors have argued that the Bankruptcy 
Code needs to be more rigid to curtail abuse by borrowers who 
are eluding debts that they can afford to repay. The aforemen­
tioned legislation would make it more difficult for debtors to file 
under Chapter 7 of the Bankruptcy Code, which allows them to 
shun debts after liquidating assets. More debtors would have to 
file Chapter 13, which requires repayment o f most or all 
debts, while still giving them the right to have the rest o f their 
debt expunged.
The passing o f this law is important to CIRAs because it will 
make it easier for them to collect postpetition assessments1 and 
carrying charges2 from an owner-shareholder who does not 
relinquish his or her ownership interest in the unit. Under the
1. Postpetition assessments are the bankrupt owner's proportionate share of the amount of 
money necessary to pay for the operation, administration, maintenance, and 
management of the common property and funds for future major repairs and 
replacements, late charges, and interest incurred after the date the bankruptcy was filed.
2. Carrying charges (commonly referred to as rent) are charged to tenant-shareholders 
for operating and capital expenditures based on proprietary lease agreements in 
cooperative housing corporations.
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current law, collection o f such assessments and charges is tied to 
occupancy or subletting. Some owner-shareholders engage in 
“under the table” subletting or allow friends or relatives to stay in 
the unit rent-free, thereby escaping liability for postpetition 
monthly assessments and charges.
Engagement Issues
The Requirement for a Management Representation Letter
A review of financial statements consists principally of inquiries 
of company personnel and analytical procedures applied to finan­
cial data. As part o f a review of financial statements, the accoun­
tant is required to obtain a written representation from his or her 
client to confirm the oral representations made to the accoun­
tant. The accountant should obtain a representation letter from 
the board o f directors and those members of management whom 
the accountant believes are responsible for and knowledgeable, 
directly or through others in the organization, about the matters 
covered in the representation letter. A management representa­
tion letter is not required in a compilation engagement.
Normally, the appropriate officers o f the CIRA and the managing 
agent, if  any, would sign the management representation letter. 
Readers should be aware that, in response to the issuance o f State­
ment on Standards for Accounting and Review Services (SSARS) 
No. 9, Omnibus Statement on Standards for Accounting and Review 
Services— 2002  (AICPA, Professional Standards, vol. 2, AR sec. 
100), the Accounting and Review Services Committee issued an 
updated illustrative representation letter. The revised representa­
tion letter addresses specific requirements and replaces the 
existing letter in Appendix F o f SSARS No. 1, Compilation and 
Review o f Financial Statements (AICPA, Professional Standards, 
vol. 2, AR sec. 100). Readers may refer to Appendix A of this 
Alert for an example o f a management representation letter 
prepared in connection with a review. Also, Appendix B of the 
AICPA Audit and Accounting Guide Common Interest Realty
11
Associations presents sample CIRA-specific representation letters. 
In addition, Appendix B o f Statement on Auditing 
Standard (SAS) No. 85, Management Representations (AICPA, 
Professional Standards, vol. 1, AU sec. 333), as amended, contains 
a list o f other representations that may be appropriate in 
certain situations.
Inquiries and Analytical Procedures in a SSARS 
Review Engagement
In current practice, there is uncertainty among some practitioners 
as to what procedures to perform during a review engagement, 
without reaching the level of performing audit procedures. Below 
is some guidance to help accountants and their staff perform a 
review efficiently.
What are the required inquiries in a  SSARS review engagement? 
SSARS No. 1 requires that the accountant should ordinarily 
include inquiries directed to the following:
• The CIRA’s accounting principles and practices and the 
methods followed in applying them
• The CIRA’s procedures for recording, classifying, and sum­
marizing transactions, and for accumulating information 
for disclosure in the financial statements
• Actions taken at meetings o f stockholders, board of direc­
tors, committees of the board o f directors, or comparable 
meetings that may affect the financial statements
• Persons having responsibility for financial and accounting 
matters concerning (1) whether the financial statements 
have been prepared in conformity with generally 
accepted accounting principles (GAAP) consistently ap­
plied, (2) changes in the CIRA’s business activities or ac­
counting principles and practices, (3) matters as to which 
questions have arisen in the course of applying the forego­
ing procedures, and (4) events subsequent to the date of 
the financial statements that would have a material effect 
on the financial statements
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Can I  modify them? Appendix A of SSARS No. 1 contains illus­
trative inquiries for a review engagement. Nevertheless, because 
the inquiries to be made in a review engagement are a matter of 
your judgment, these illustrative inquiries are not to serve as a 
program or a checklist in the conduct o f a review. Rather, they are 
guidelines and a frame of reference. Tailor specific inquiries to the 
CIRA based on your understanding o f the client’s business and 
the CIRA industry.
What are the requirements o f analytical procedures? SSARS No. 
1 states that the accountant’s analytical procedures should ordinarily 
consist o f procedures designed to identify relationships and 
individual items that appear to be unusual. For a review engage­
ment, these procedures fall into three categories:
1. Comparison o f the financial statements with statements 
for comparable prior period(s). An example would be 
trend analysis, which involves the study o f the change in 
accounts over time.
2. Comparison o f the financial statements with anticipated 
results, if available (for example, budgets and forecasts). An 
example would be comparing budgeted amounts with 
actual amounts and identifying significant variances.
3. Study o f the relationships among the elements o f the 
financial statements that would be expected to conform to 
a predictable pattern based on the entity’s experience. An 
example would be reasonableness tests that estimate a 
financial statement amount or the change in amount from 
the prior period.
A basic premise underlying the application of analytical proce­
dures is that relationships among data may reasonably be 
expected to exist and continue to exist in the absence o f known 
conditions to the contrary.
Specific analytical procedures used are a matter o f your judg­
ment. Therefore, you should tailor the specific procedures to the 
CIRA client based on your understanding of the client’s business 
and the CIRA industry.
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In applying analytical procedures in a CIRA review engagement, 
you may achieve both effectiveness and efficiency by using the 
following approach:
1. Identify immaterial account balances or classes of transac­
tions related to asset accounts. Apply no analytical proce­
dures to them.
2. Identify account balances or classes o f transactions to 
which you have applied other accounting services (book­
keeping or payroll services, for example). Consider the evi­
dence that you already have and whether any material 
errors are likely to remain. If you believe you already have 
sufficient evidence for those account balances or classes of 
transactions to reduce the risk of material misstatement to 
a moderate level, do not apply analytical procedures 
to them.
3. For the remaining account balances and classes o f transac­
tions, develop expectations (for example, using historical 
trends adjusted for known changes) for them.
4. Consider how close the existing account balance or class of 
transaction comes to the expectation developed in number 
3, above. If the differences are small, no additional 
evidence is needed.
5. If  the differences are large, material errors could exist. 
Inquire about valid business reasons for the difference. If 
the results o f inquiry are plausible and agree with other 
evidence, no additional evidence may be needed.
6. If additional evidence is needed, apply additional proce­
dures or obtain other suitable evidence.
What is the purpose o f inquiries and analytical procedures? Over­
all, the purpose o f the inquiries and analytical procedures is to 
provide you with the primary basis for expressing limited assur­
ance that no material modifications should be made to the finan­
cial statements. SSARS No. 1 does not specify how many 
procedures must be performed in order to express the limited
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assurance. The extent and type o f procedures performed are a 
matter o f professional judgment.
Keep in mind, too, that SSARSs allow modification o f inquiry 
and analytical procedures. For example, you may have acquired 
knowledge about the CIRA in the performance o f audits o f the 
CIRA’s financial statements, compilation of the CIRA’s financial 
statements, or other accounting services (such as bookkeeping 
services). This acquired knowledge may be sufficient to reduce 
the extent o f inquiries and analytical procedures, although 
you would still have the same degree o f responsibility with 
respect to the financial statements (i.e., expressing limited 
assurance that no material modifications should be made to the 
financial statements).
Responsibility for Fraud
You are not required to document your assessment of fraud in a 
compilation or review engagement. Further, you are not required 
to plan or perform a compilation or review engagement to obtain 
reasonable assurance about whether the financial statements are 
free of material misstatement, whether caused by error or fraud. 
Nor are you required to gain an understanding o f the client’s 
internal control when conducting a compilation or review 
engagement. This does not, however, relieve you of responsibility 
if incorrect, incomplete, or otherwise unsatisfactory information 
comes to your attention during the engagement and you fail to 
act upon it accordingly.
Also, in light o f the current fraud awareness environment, 
treasurers o f CIRAs should consider being more involved in 
reviewing internal controls and performing internal control 
procedures, such as reviewing bank reconciliations on a monthly 
basis for accuracy and completeness.
SSARS No. 1 (AR sec. 100.09) requires you to obtain additional 
or revised information if you become aware, while conducting a 
compilation engagement, that information supplied by the client 
is incorrect, incomplete, or otherwise unsatisfactory. If the client
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refuses to provide additional or revised information, you should 
withdraw from the engagement.
In a review engagement, if you become aware that information 
supplied by the client is incorrect, incomplete, or otherwise 
unsatisfactory, you should perform the additional procedures you 
deem necessary to achieve limited assurance that there are no 
material modifications that should be made to the financial 
statements for them to be in conformity with GAAP.3 When the 
accountant is unable to perform the inquiry and analytical 
procedures he or she considers necessary to achieve the limited 
assurance contemplated by the review, or the client does not 
provide the accountant with a representation letter, the review 
will be incomplete. A review that is incomplete is not an adequate 
basis for issuing a review report. In such a situation, the accoun­
tant should consider the matters discussed in paragraphs 100.46 
through 100.51 o f AICPA, Professional Standards, vol. 2, in 
deciding whether it is appropriate to issue a compilation report 
on the financial statements.
Although management (whether the board of directors alone or 
the board with the assistance o f a management company) is 
responsible for the prevention and detection o f fraud and the 
maintenance o f internal control, many small business clients, 
including CIRA boards of directors, do not understand manage­
ment’s responsibility. These clients may have unrealistic expecta­
tions and may assume that you are providing a higher level o f 
assurance than you were engaged to do, including detecting fraud 
and internal control weaknesses. We present here some ways for 
you to clarify for your client each party’s responsibility.
Paragraph 5 o f  SSARS No. 1 (A R  sec. 100.05) states:
The accountant should establish an understanding with the 
entity, preferably in writing, regarding the services to be per­
formed... the understanding should include a description of 
the nature and limitations of the services to be performed and 
a description of the report, if a report is to be issued. The un­
3. Or financial statements prepared on another comprehensive basis of accounting.
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derstanding should also provide (a) that the engagement can­
not be relied upon to disclose errors, fraud, or illegal acts and 
(b) that the accountant will inform the appropriate level of 
management of any material errors that come to his or her at­
tention and fraud or illegal acts that come to his or her atten­
tion, unless they are clearly inconsequential.
A written engagement letter, though not required in a compila­
tion or review engagement (except in the case of a management- 
use-only compilation), may be helpful in clarifying and 
documenting your understanding with the client about your 
responsibility regarding fraud and internal control weaknesses. 
The language suggested for use in the review engagement letter is 
illustrated in Appendix E of SSARS No. 1 (AR sec. 100.61), an 
excerpt from which follows:
A review does not contemplate obtaining an understanding of 
internal control or assessing control risk, tests of accounting 
records and responses to inquiries by obtaining corroborating 
evidential matter, and certain other procedures ordinarily 
performed during an audit. Thus, a review does not provide 
assurance that we will become aware of all significant matters 
that would be disclosed in an audit. Our engagement cannot 
be relied upon to disclose errors, fraud, or illegal acts that may 
exist. However, we will inform the appropriate level of 
management of any material errors that come to our attention 
and any fraud or illegal acts that come to our attention, unless 
they are clearly inconsequential.
Similarly, the language illustrated in Appendix C and Appendix 
D o f SSARS No. 1 (AR secs. 100.59 and 100.60) for an engage­
ment letter for a compilation engagement includes the following:
Our engagement cannot be relied upon to disclose errors, 
fraud, or illegal acts that may exist. However, we will inform 
the appropriate level of management of any material errors 
that come to our attention and any fraud or illegal acts that 
come to our attention, unless clearly inconsequential.
Language can also be added to a compilation engagement letter 
to indicate that a compilation does not require you to obtain an
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understanding of the entity’s internal control or identify internal 
control weaknesses.
In addition to providing a clearly expressed engagement letter, a 
second way to minimize misunderstandings is to make clear to 
your client his or her responsibility to prevent and detect fraud. 
An effective way to do this is to educate your client as to the im­
portance of internal control in the prevention of fraud.4 You are 
then in a position to work with the client in a separate consulting 
engagement to improve the client’s internal control. This exercise 
results in several benefits for both you and the client. One benefit 
is the client’s increased awareness o f the importance o f internal 
control in the prevention and detection of fraud. In addition, this 
exercise clarifies management’s responsibility to prevent and de­
tect fraud, thereby reducing your legal risk. Finally, in the process 
of offering this type of consulting service to the client, you have 
the opportunity to gain knowledge o f the client’s business, 
thereby becoming more valuable to the client.
Audit Issues and Developments
Collectibility of Assessments Receivables (Allowance for 
Doubtful Accounts)
As mentioned earlier in this Alert, personal bankruptcies have 
reached record levels. Therefore, special attention may need to be 
paid to the adequacy of the allowance for bad debts at CIRAs.
The CIRA’s estimate of the level o f assessments receivable that 
may not be collectible as a result of bad debts is reflected in the al­
lowance for doubtful accounts, which is one of the offsets used to 
bring assessments receivable to their net realizable value. An 
audit o f the allowance for doubtful accounts is an audit o f an ac­
counting estimate. When auditing estimates, auditors should be 
familiar with Statement on Auditing Standards (SAS) No. 57,
4. Readers may refer to SAS No. 99, Consideration o f  Fraud in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), which contains an ex­
hibit entitled, Management Antifraud Programs and Controls, for further guidance 
to help prevent, deter, and detect fraud. This exhibit can also be used to help edu­
cate the client.
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Auditing Accounting Estimates (AICPA, Professional Standards, 
vol. 1, AU sec. 342), which provides guidance on obtaining and 
evaluating sufficient competent evidential matter to support 
significant accounting estimates used in a CIRA’s financial 
statements. The guidelines set forth by SAS No. 57 include 
the following:
• Identifying the circumstances that require accounting 
estimates
• Considering internal control relating to developing ac­
counting estimates
• Evaluating the reasonableness o f managements estimate
As part o f evaluating reasonableness, the auditor should obtain an 
understanding o f how management developed the estimate for 
the allowance for doubtful accounts and, based on that 
understanding, use one or a combination o f the following 
approaches listed in SAS No. 57:
• Review and test the process used by management to 
develop the estimate.
•  Develop an independent expectation o f the estimate to 
corroborate the reasonableness o f managements estimate.
• Review subsequent events or transactions occurring prior 
to completion o f fieldwork.
A review o f the aging o f the assessments receivable is often 
performed. This may include testing the reliability o f the aging 
report, reviewing past-due accounts on the report, including the 
number and amount of such accounts, and reviewing past-due 
balances, the CIRA’s prior history in collecting past-due 
balances, owner correspondence files and credit reports, and so 
forth. This may be done with the assistance o f the CIRA in 
obtaining an understanding of how the allowance was developed 
and determining whether it is reasonable.
Another very useful tool in evaluating the allowance for doubtful 
accounts is the application of analytical procedures. According to
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SAS No. 56, Analytical Procedures (AICPA, Professional Standards, 
vol. 1, AU sec. 329.02), analytical procedures are an important 
part o f the audit process and consist o f evaluations of financial 
information made by a study o f plausible relationships among 
both financial and nonfinancial data. Often, the large number of 
owner accounts makes it difficult to determine the adequacy of 
the allowance by reference only to individual accounts, making 
analytical procedures helpful to the audit process. The following 
are examples o f the ratios that auditors might use to evaluate 
collectibility of assessments receivable:
Assessment Collection Ratios
• Assessments receivable turnover indicates how well the CIRA 
collects its receivables and is computed as net assessments 
revenue divided by average net assessments receivable.
• B ad debts to net assessments revenue indicates whether 
writeoffs are adequate. It is computed as bad debt expense 
divided by net assessments revenue.
• Doubtful accounts allowance to assessments receivable indi­
cates whether the allowance account is adequate. It is 
computed as allowance for doubtful accounts divided by 
assessments receivable.
The auditor may also review revenue and receivables transactions 
and fluctuations after the balance-sheet date for items such as 
writeoffs. This may provide additional information about the 
collectibility of the assessments receivable and the reasonableness 
of the allowance account at the balance-sheet date.
The auditor will, o f course, use his or her professional judgment 
to determine which of these and other procedures to perform to 
obtain the evidence needed to judge whether the allowance is 
reasonable. The auditor may also obtain information from a 
collection agency regarding its evaluation of the situation, since a 
collection agency is likely to have acquired specific financial 
information about the owner and the unit. The CIRA attorney 
may be consulted as well through the use o f a legal confirmation 
for the allowance.
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Increased Outsourcing to Third-Party Service Organizations
More and more associations are contracting with outside service 
organizations or property management companies to help 
manage the CIRA’s financial administration by providing book­
keeping and accounting services. These services could have a ma­
terial effect on the internal control and the financial information 
systems of an association.
Internal Control Considerations
Associations need to implement effective internal control over 
transactions performed by third parties. When an association uses 
a third party or service organization, transactions that affect the 
association’s financial statements are subjected to controls that 
are, at least in part, physically and operationally separate from the 
association. The significance o f the controls o f the service organi­
zation to those of the association depends on the nature of the 
services provided by the service organization, primarily the nature 
and materiality o f the transactions it processes for the association 
and the degree of interaction between its activities and those of 
the association. As always, extra controls should be in place when 
coinage or cash is involved.
Auditing Considerations
An auditor should obtain an understanding o f each o f the five 
components o f an association’s internal control sufficient to plan 
the audit. This understanding may encompass controls placed in 
operation by the association and by service organizations whose 
services are part o f the association’s information system. In 
planning the audit, such knowledge should be used to:
•  Identify types o f potential misstatements.
• Consider factors that affect the risk of material misstatement.
• Design tests o f controls, when applicable.
•  Design substantive tests.
SAS No. 70, Service Organizations (AICPA, Professional 
Standards, vol. 1, AU sec. 324), provides guidance on the factors
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an auditor should consider when auditing the financial 
statements of an entity that uses a service organization to process 
certain transactions. SAS No. 70 guides an auditor through 
planning, understanding controls, assessing control risk, 
contacting the service organization, using a service auditor, and 
other essential matters.
Help Desk—The Audit Guide S erv ice  O rgan izatio n s'. 
A p p ly in g  SAS N o. 7 0 , a s A m en d ed  is designed to provide 
guidance to service auditors engaged to issue reports on a 
service organizations controls that may be part of a user or­
ganization's information system in the context of an audit 
of financial statements. The Guide also provides guidance 
to user auditors engaged to audit the financial statements of 
entities that use service organizations. Guidance on 
performing service auditors’ engagements and using service 
auditors’ reports in audits of financial statements 
is provided in SAS No. 70, S erv ice  O rg a n iz a tio n s, a s  
A m ended. This Guide also provides guidance on the use of 
subservice organizations.
Documenting Other Revenue
Information about other nonassessment or noncarrying charge 
revenues and amounts for such items as valet, laundry, and vend­
ing machine income should be presented in the statement o f 
revenues and expenses. Many associations charge nonmembers 
for the use of the association’s parking facilities and swimming 
pools and charge members for laundry services and vending 
machines. If any o f these other revenues is material, the revenue 
should be supported, conceivably by performing analytical proce­
dures such as budget-to-actual comparisons. In circumstances 
where the revenue-generating service has recently been imple­
mented and there is no historical data available to provide the 
basis for a budget, analytical procedures would be inappropriate. 
In that situation, the accountant may consider documenting the 
association’s procedures for charging and collecting these funds 
and then develop a test o f the system.
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Security Deposits
Many associations have security deposit liabilities on their books 
for deposits received for tenants o f owners. Quite a few associa­
tions have inadequate controls over the accounting for their 
security deposits received. Many have amounts recorded in their 
general ledger that are not supported by detail listings, or the 
detail listings they have include owners who may have moved out 
years ago. The association may “clean up the books” by recording 
these items as income, but the answer is not always that simple. 
California has very specific escheat laws on this issue, as does 
Nevada. Virtually all states have similar laws. Some CIRA’s may 
adopt agreements with owners that unclaimed deposits will be 
available for the CIRA to retain as income.
Practitioners and their clients may be subject to these state laws. 
Accordingly, practitioners should be adequately informed about 
the laws applicable to these deposits to help assess the proper 
accounting for them and to provide advice to their clients.
Technology and Internal Control Issues
CIRAs and their management companies are becoming more 
technologically savvy, using computer and communications 
technology to help run their business and maintain their financial 
records. In this section, we revisit our audit techniques and 
procedures as they relate to a paperless environment.
Audit Timing and Planning
Some CIRAs may have information systems that automatically 
initiate, authorize, record, summarize, and settle transactions 
electronically without human intervention or physical documen­
tation. As a result, key audit evidence is in electronic form and 
may exist for only a limited amount of time. Therefore, you will 
need to understand and be able to rely on IT general controls. 
Computer programs may summarize transactions on a periodic 
basis and then purge, update, change, modify, or write over the 
original detail records o f the transaction. Traditionally, audit 
procedures are performed after a client’s fiscal year end. With
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Internet activities, however, traditional audit timing may be 
inadequate. One audit implication o f sometimes short-term 
electronic evidence is that waiting until after the fiscal year end to 
begin auditing procedures may be too late to obtain competent 
sufficient evidence of controls or transactions.
SAS No. 22, Planning and Supervision (AICPA, Professional 
Standards, vol. 1, AU sec. 311.09), states that “the extent to 
which computer processing is used in significant accounting 
applications, as well as the complexity o f that processing, 
may also influence the nature, timing, and extent o f 
audit procedures.”
Some CIRAs may not have hard-copy or paper evidence o f 
transactions. Delivery, settlement, and authorization may be 
prepared and performed electronically, leaving no paper trail 
behind. The failure o f CIRAs to retain the details of transactions 
can create troublesome issues for the auditor who is considering 
whether internal control is functioning as planned. According to 
SAS No. 31, Evidential M atter (AICPA, Professional Standards, 
vol. 1, AU sec. 326.18), as amended:
Certain electronic evidence may exist at a certain point in 
time. However, such evidence may not be retrievable after a 
specified period of time if files are changed and if backup files 
do not exist. Therefore, the auditor should consider the time 
during which information exists or is available in determining 
the nature, timing, and extent of his or her substantive tests, 
and if applicable, tests of controls.
If the retention o f evidential matter is questionable, the auditor 
may want to begin audit procedures before year end. This may 
also drive the need for continuous auditing.
Adequate Technical Training
The rapid evolution of technology has profound implications for 
all those affected by computer technology, including auditors. A 
CIRA’s existing hardware and software may need to be replaced 
every 18 months, or more frequently. This rapid rate o f techno­
logical change means that, to remain current, ongoing training in 
the underlying technologies is requisite.
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Auditing through the computer and the nature of electronic evi­
dence require that the auditor gain a more detailed understand­
ing o f the controls over transactions and records than 
that traditionally obtained for paper-based manual audits. You 
can obtain more specific technology skills through technical 
training courses, seminars, IT reference materials, research, and 
other methods.
Help Desk—The AICPA provides the following courses 
that are helpful to CPAs working in the environment of e- 
business activities: Auditing in a Paperless Society (product 
no. 730121kk) and E-Commerce: Controls and Audit 
(product no. 731550kk). These courses are available from 
the AICPA Order Department at (888) 777-7077 and at 
CPA2Biz.com.
IT Specialists
Because of rapid advances in technology, you may not have all the 
skills necessary to audit certain electronic and computer activi­
ties. You may need to engage IT  audit specialists to perform 
certain procedures. Qualified IT  specialists are sometimes avail­
able from another part o f the firm, such as the consulting division 
or the internal IT support staff. If not, you may have to go out­
side your own organization to obtain qualified specialists.
Audit planning comes into play not only because of the lead time 
necessary to contract for a specialist's services, but also because of 
the time that may be required for the auditor to obtain the mini­
mum technological knowledge necessary to supervise the special­
ist. Whether an IT specialist is on the auditor's staff or an outside 
professional, the IT specialist requires the same supervision and 
review as any assistant, as stated in SAS No. 22 (AU sec. 311.10):
If specialized skills are needed, the auditor should seek the as­
sistance of a professional possessing such skills, who may be ei­
ther on the auditor’s staff or an outside professional. If the use 
of such a professional is planned, the auditor should have suf­
ficient computer-related knowledge to communicate the ob­
jectives of the other professional’s work; to evaluate whether 
the specified procedures will meet the auditor’s objectives; and
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to evaluate the results of the procedures applied as they relate 
to the nature, timing, and extent of other planned audit proce­
dures. The auditor’s responsibilities with respect to using such 
a professional are equivalent to those for other assistants.
Internal Control Considerations
SAS No. 55, Consideration o f Internal Control in a Financial State­
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), 
as amended, provides guidance to auditors about the effect of IT 
on internal control and on the auditor's understanding o f internal 
control and assessment o f control risk. In some circumstances, 
auditors may need to perform tests of controls to perform an ef­
fective audit.
As noted earlier, technology continues to evolve rapidly. Most 
server software is constantly upgraded, modified, and configured 
with components from different vendors. Often, when software 
is upgraded, previous control settings are lost, with no warning to 
managers. If procedures are performed before year end, you have 
the additional responsibility to consider whether there are fre­
quent and significant changes being made to the CIRA’s systems 
that might affect the remainder o f the period. According to SAS 
No. 55 (AU sec. 319.99):
When the auditor obtains evidential matter about the design 
or operation of controls during an interim period, he or she 
should determine what additional evidential matter should be 
obtained for the remaining period...The auditor should ob­
tain evidential matter about the nature and extent of any sig­
nificant changes in internal control, including its policies, 
procedures, and personnel, that occur subsequent to the 
interim period.
To test controls, auditors need access to networks, servers, and 
databases on which entities store their accounting records. IT 
managers may be reluctant to grant auditors the level o f access 
they need, preferring instead to provide lengthy printouts, files 
on diskettes, or files as e-mail attachments. Access to copies of 
records in these forms is insufficient. Auditors should have full 
read-access rights to all system and database security settings and
26
tables, as well as the underlying electronic accounting records, to 
gain a sufficient understanding of controls and to perform sub­
stantive tests.
The Importance of Monitoring
A key control in a system o f internal control is monitoring. 
Routers, firewalls, Web servers, e-mail servers, databases, and op­
erating systems all have the ability to log traffic and specific secu­
rity events. Properly implemented and controlled logs can 
provide some evidence that a transaction occurred and that the 
transaction record has not been altered.
Key Controls in an Electronic Environment
To reduce the chance o f an auditor’s relying on evidence that 
lacks credibility, he or she should understand the key controls 
over validity, completeness, and integrity. In the electronic 
environment, these typically include the following:
• Segregation o f  duties. Different employees should perform 
the duties of security administration, security monitoring, 
system administration, application maintenance, software 
development, and daily accounting operations.
• Authorization. User access to networks, systems, servers, 
services, programs, data, and records should be authorized 
based on the organization’s security policy and docu­
mented.
• Authentication. The identity of authorized users should be 
established by the use o f log-on IDs, hard-to-guess and 
hard-to-crack passwords, and, where appropriate, smart 
cards.
• Access limitations. Authorized users should be granted ac­
cess to networks and application systems only after they 
authenticate themselves, and their access rights should be 
commensurate with their job responsibilities.
• Activity logging. Logging should be enabled on all routers, 
firewalls, servers, databases, and operating systems. The
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logs should be protected from tampering and alteration 
and should be retained.
• Independent monitoring. Employees independent of the 
IT department should monitor the activity logs on a suffi­
ciently frequent basis to detect suspicious, unusual, and 
unauthorized activity.
• Methods o f  error correction. Software should have con­
trolled rollback procedures so records are not purged or 
lost when servers crash and programs abort. Controls pre­
venting changes to historical records should be in place so 
errors are corrected by entries made by the accounting de­
partment. Programmers and other IT personnel should 
not be able to make changes to actual accounting records.
• Backup procedures. Grandfather, father, and son daily 
backup procedures should be performed, as well as weekly, 
monthly, quarterly, and annual backups. All files that in­
clude the details of transactions should be included in the 
backup. With the advice o f legal counsel, the key user or 
owner of the data should establish retention schedules to 
satisfy legal and regulatory requirements. The backup 
media should have clear exterior identification, and there 
should be an offline log and inventory o f what was backed 
up, when, by whom, and where stored. Backups should be 
stored in a safe location off site and tested periodically by 
the key user o f the data.
• Disaster recovery. The nature o f online services often re­
quires that systems be capable of operating 24 hours a day, 
seven days a week. Even short periods of outage may mean 
significant financial loss to some CIRAs. There should be a 
written plan on how systems will roll over to alternative 
systems should the data center be destroyed or rendered in­
operable. The plan should periodically be tested.
The strength o f controls in an electronic environment is like a 
chain, where strength is determined by the weakest link. You 
should consider whether any weak links are present and, if so,
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consider the need to adjust your risk assessment and substantive 
tests accordingly.
Reserve Study Issues
As more CIRA units age to the point that they are in need o f 
significant repairs and replacements, shortcomings in many 
reserve studies are becoming apparent. Studies have either cost 
figures or measurement amounts that fall well below what could 
be considered a reasonable expectation. It appears that some 
reserve preparers may not be asking basic questions in the prepa­
ration o f their studies. When your clients, who actually maintain 
the facilities, know more about the replacement requirements 
(replacement date and cost) than the professional reserve 
preparer, it’s an indication that the reserve study is lacking.
Reserve study measurements are often estimated, and practition­
ers have reported measurements being misstated by more than 
100 percent. Also, replacement costs are often understated be­
cause costs are taken from a construction cost-estimating manual 
without considering demolition and disposition costs, etc.
Also at issue is the preparation o f the required AICPA Supple­
mental Reserve Disclosures. Many reserve preparers do not 
provide this information to their association clients, thus leaving 
it up to the association or its accountant to summarize the reserve 
study in the format required by the AICPA.
Any capable reserve preparer should be able to provide this infor­
mation, and the CPA should encourage his or her clients to 
obtain this information from the reserve preparer.5 CPAs 
generally should not attempt to summarize this information 
themselves. Practitioners should refer to paragraphs 7.54 through 
7.56 o f the AICPA’s Audit and Accounting Guide Common Inter­
est Realty Associations for a description o f their responsibilities 
regarding future major repairs and replacements. Given the
5. The Community Association Institute (CAI) provides qualified preparers with a re­
serve professionals designation (R.S.) upon confirmation of both educational back­
ground and minimum experience levels in the preparation of reserve studies.
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widely divergent practices o f reserve preparers nationwide, 
auditors should be mindful of two significant areas: (1) the lack of 
adequate reporting on reserves, and (2) the sufficiency o f the 
procedures underlying the reserve study itself when inquiring 
about accuracy and completeness. Auditors should be cautioned 
to simply ask their clients whether they believe they have an 
adequate reserve study. Many CIRA clients may respond that 
they do not believe their reserve study is adequate, because it does 
not include all components, has incorrect pricing or measure­
ments, or has incorrect replacement dates that do not match their 
maintenance program. Auditors should be alert to the fact that 
this has a direct financial impact on the association, since relying 
on inadequate reserve studies can result in massive special 
assessments. Auditors are reminded that CIRA managers, who 
know the physical complex better than anyone, are the best 
source o f information about the reliability o f the reserve study. 
Auditors may also refer to paragraph 7.56 o f the Audit and 
Accounting Guide Common Interest Realty Associations for 
additional guidance on limited procedures for the auditor to 
follow with respect to supplemental disclosures.
Historically, much emphasis has been placed on the hard costs of 
reserves, such as replacing a roof, while little attention is paid to 
soft costs such as upgrading technology (for example, switching 
to broadband). Other soft costs may include training staff and/or 
board members. Auditors should be aware o f these costs in 
reserve studies as well.
Finally, since reserve fund projections make assumptions about 
interest rates that the reserve funds may earn, associations may 
need to reexamine those assumptions in light of today's low rates.
Accounting Issues and Developments
Deferred Revenue on Special Assessments
Currently, many buildings are enduring major renovations 
because o f the age of the building. As a result o f this, other large 
assessments, and receipt o f settlements, deferred revenue on
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assessments, has become a topic o f uncertainty concerning the 
proper way to record such transactions.
In addition to special assessments for renovations and replace­
ments, deferred revenue can be recorded when CIRAs special 
assess for major operating expenditures, such as large annual in­
surance premiums (or large premium increases over budgeted 
amounts), and the policy periods extend beyond the balance- 
sheet date. Deferred revenues can also be applicable when CIRAs 
receive insurance proceeds or legal settlements that are earmarked 
for future expenditures.
Deferred revenue may include items such as special assessments 
designated for specific costs that have not yet been incurred. 
Such amounts should be recorded as revenues when the corre­
sponding liabilities and expenses are reported. However, periodic 
assessments for funding future major repairs and replacements 
should be recorded in the periods in which they are assessed, 
regardless o f whether they have been collected or expended.
There exists a great deal o f confusion about deferred revenue. 
Some circumstances in which this confusion arises include the 
following:
•  In the middle o f a fiscal year, the CIRA levies a special 
assessment for insurance premiums in excess o f the 
budgeted amount. To the extent that the policy period 
extends beyond the balance-sheet date, the CIRA should 
defer the recognition o f revenues for that portion o f the 
special assessment intended to supplement the succeeding 
fiscal period’s expenses.
• The CIRA levies a special assessment for the specific costs 
o f identified major projects. The revenues should be 
deferred, and recognized as the corresponding liabilities 
and expenses are reported. If  the CIRA’s actual project 
expenses exceed the revenues, the excess are generally 
recognized at the earliest point with the deferred revenue 
recorded for expenditures not yet incurred.
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• One method that could be utilized is if the association 
enters into contracts for major projects which are financed 
by third-party lenders to cover the principal and interest 
payments. The association levies a special assessment coin­
ciding with the debt repayments. Since a special assess­
ment was imposed, the entire charge to the owners should 
be recorded as a receivable with a credit to deferred 
revenue. The deferred revenue is systematically taken into 
income as the debt payments are made.
•  Assume most of the same facts as in the preceding scenario, 
but that, in lieu of a special assessment to repay the debt, 
the CIRA board of directors decides to include the charges 
to the members for the loan payments in the CIRA’s 
annual operating budgets. In this situation, deferred 
revenue cannot be recognized, because the assessments are 
for the current year’s debt obligations.
• The CIRA receives insurance proceeds or developer settle­
ment proceeds. Whenever the CIRA receives funds that 
are earmarked for specific purposes, it should report 
deferred revenue and recognize revenue as the related 
expenses are incurred.
• The association receives regular assessments in advance. 
Sometimes, owners prepay their regular assessments. In 
those circumstances, CIRAs should report a liability, 
which is generally referred to as either “prepaid mainte­
nance fees” or “assessments received in advance.”
Disclosure Issues
The footnotes to the financial statements should include 
disclosure o f the CIRA’s treatment o f deferred revenue. 
Footnotes or an accompanying schedule can include a tabular 
analysis o f the changes in deferred revenues during the reporting 
period. This analysis would be similar to the analysis o f major 
repairs and replacement accounts pursuant to Exhibit A-7 of the 
AICPA’s Audit and Accounting Guide Common Interest Realty 
Associations.
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Financing of Operating Fund Deficits and Special Projects
Some CIRAs handle special projects by borrowing from a finan­
cial institution, rather than imposing a special assessment on the 
unit owners for the cost all at once. From a financial reporting 
standpoint, some boards report the loan activity in a separate 
“debt obligation fund.” Two principal benefits o f this are (1) 
eliminating the portion o f the operating fund deficit that is fi­
nanced and (2) providing a separate accounting of the sources of 
borrowings as well as the sources for funding debt repayment.
Environmental Remediation Liabilities
CIRAs are increasingly subject to environmental claims, espe­
cially claims concerning problems with mold. Despite the fact 
that the scientific evidence correlating mold and health problems 
is still weak, mold is a growing concern for CIRAs, as evidenced 
by an increasing number o f lawsuits. While damage from mold is 
specifically excluded from standard homeowners’ policies, it is 
covered if it is the result o f a covered risk, such as a burst pipe that 
causes water damage. The mold factor is contributing to a rise in 
insurance premiums and an increase in the number o f exclusions 
as insurance companies try to reduce claims. The average cost to 
clean up mold last year was $300,000 and that amount continues 
to escalate. The insurance industry spent $ 15 billion on mold- 
related matters alone in 2002. According to the Insurance 
Information Institute, the average policy cost for homeowners 
rose 8 percent in 2002, and it expects premium costs to increase 
another 9 percent this year. The rate increases are needed, in part, 
to cover the cost o f mold claims that are threatening to make 
home insurance coverage unaffordable for some and unavailable 
to others.
Is mold going to be the next asbestos? Time will tell. In 2002, the 
Conyers Bill-U.S. Toxic Mold Safety and Protection Act was in­
troduced in the House by Representative John Conyers. How­
ever, no progress on the legislation is expected in the near 
term until the appropriate studies have been completed and 
the relationship between mold and health problems, if any, is 
scientifically confirmed.
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Besides mold issues, a CIRA may have the following environ­
mental considerations:
•  Leaking underground storage tanks (LUST). Heating oil 
for housing units and gasoline for vehicles may be stored 
underground at a CIRA. Federal, state, and local regula­
tions require monitoring o f those storage tanks for leaks. 
Also, if leaks occur, the cleanup o f the surrounding soil 
is expensive and only partially covered in typical CIRA 
insurance policies.
• Wetlands. Federal law protecting wetlands may affect a 
CIRA’s ability to make changes to its property when the 
CIRA is located on or near wetlands.
•  Mildew and other toxic chemicals. CIRAs are seeing these 
“toxic torts” as construction, rehabilitation, and related 
property maintenance problems grow.
• Waste disposal practices. Depending on the types of 
substances being used and disposed of at a CIRA (for 
example, fertilizers and paints), regulations exist that are 
designed to prevent the release of hazardous substances into 
the environment. These regulations pertain to various 
matters, including the types of containers in which the wastes 
are stored and the land and structures surrounding them.
The questions that should arise involving a potential mold issue 
or any other environmental issue are:
1. Does your client have an environmental problem?
2. If your client has an environmental problem, does a con­
tingency exist and does a potential loss need to be accrued?
3. What information needs to be disclosed?
AICPA Statement of Position (SOP) 96-1, Environmental Reme­
diation Liabilities, provides accounting guidance for the recogni­
tion, measurement, display, and disclosure o f environmental 
remediation liabilities. SOP 96-1 requires that environmental 
remediation liabilities be accrued when the criteria in Financial
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Accounting Standards Board (FASB) Statement o f Financial 
Accounting Standards No. 5, Accounting for Contingencies, are 
met. SOP 96-1 includes benchmarks to aid in the determination 
of when an entity is identified as a potentially responsible party 
(PRP) and when a feasibility study is completed. SOP 96-1 also 
requires that the accrual for environmental remediation liabilities 
include the incremental direct costs o f the remediation effort and 
the costs o f compensation and benefits for employees who are 
expected to devote a significant amount o f time directly to the 
remediation effort.
Auditors should consider whether management has followed the 
guidance set forth in SOP 96-1, FASB Statement No. 5, FASB 
Interpretation No. 14, Reasonable Estimation o f the Amount o f a 
Loss, and FASB Emerging Issues Task Force (EITF) Issue No. 93- 
5, Accounting for Environmental Liabilities.
Update on Accounting Projects That May Be Relevant to CIRAs
Accounting standard-setters are addressing the time-share issue, 
which could affect CIRAs. Although the final pronouncement 
may not be issued and effective for some time, you may want to 
acquaint yourself with how this issue is being addressed, and how 
it may change existing practice, and how it may affect your CIRA 
clients. Some clients will require assistance to understand or oth­
erwise prepare for any new accounting guidance.
Accounting for Real Estate Time-Sharing Transactions
In February 2003, the AICPA Accounting Standards Executive 
Committee issued an exposure draft o f a Statement of Position 
(SOP) titled Accounting for Real Estate Time-Sharing Transactions, 
which provides guidance on a seller’s accounting for real estate 
time-sharing transactions in financial statements prepared in con­
formity with generally accepted accounting principles (GAAP). 
The provisions of this proposed SOP would be effective for fi­
nancial statements issued for fiscal years beginning after June 15, 
2004. Earlier application would be encouraged. Readers should 
be alert for the issuance of a final pronouncement.
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The issues addressed in this proposed SOP are quite extensive. 
Readers should visit AICPA online at www.aicpa.org/ 
members/div/acctstd/edo/timeshare_2003_0204.asp for the com­
plete exposure draft.
Accounting for Real Estate Time-Sharing Transactions, an 
amendment of FASB Statements Nos. 66 and 67
In connection with the SOP project above, the Financial 
Accounting Standards Board issued a proposed Statement of 
Financial Accounting Standards titled Accounting for Real Estate 
Time-Sharing Transactions, an amendment o f FASB Statements No. 
6 6  and 67, which would amend FASB Statement No. 66, 
Accounting for Sales o f Real Estate, and Statement No. 67, 
Accounting for Costs and Initial Rental Operations o f Real Estate 
Projects, to exclude from each Statement’s scope the accounting 
for real estate time-sharing transactions. The accounting for those 
activities would be subject to the guidance in the proposed 
AICPA Statement o f Position discussed above. The proposed 
Statement would be effective for financial statements for fiscal 
years beginning after June 15, 2004. Readers should be alert for 
the issuance of a final pronouncement.
Auditing and Attestation Pronouncements and 
Guidance Update
Presented below is a list o f auditing and attestation pronounce­
ments and other guidance issued since the publication o f last 
year’s general Audit Risk Alert — 2002/03. The AICPA Audit Risk 
Alert —2003/04  contains a summary explanation of all these is­
suances. For information on auditing and attestation standards 
issued subsequent to this Alert, please refer to the AICPA Web 
site at www.aicpa.org/members/div/auditstd/technic.htm. You 
may also look for announcements o f newly issued standards in 
the CPA Letter and Journal o f Accountancy.
To obtain copies o f AICPA standards and guides, contact 
Member Satisfaction at (888) 777-7077 or go online at 
www.cpa2biz.com.
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SAS No. 97
SAS No. 98 
SAS No. 99 
SAS No. 100 
SAS No. 101 
SOP 03-2 
SSAE No. 12
Interpretation 
No. 16 o f SAS 
No. 58
Am endm ent to 
Interpretation 
No. 2 of SAS No. 31
Interpretation No.
5 of chapter 1,
“Attest Engagements,” 
of SSAE No. 10: 
Attestation Standards: 
Revision and 
Recodification (AT 
section 101), 
as amended
Interpretation 23 
o f SSARS No. 1
Amendment to Statem ent on A uditing Standards No. 
50 , Reports on the Application of Accounting 
Principles (AICPA, Professional Standards, vol. 1,
AU sec. 625)
Omnibus Statem ent on A uditing Standards — 2 0 0 2  
(AICPA, Professional Standards, vol. 1)
Consideration o f  F raud  in a  F in an cial Statem ent A udit 
(AICPA, Professional Standards, vol. 1, AU sec. 316)
Interim  F in an cial Inform ation (AICPA, Professional 
Standards, vol. 1, AU sec. 722)
A uditing F air Value M easurements an d  Disclosures 
(AICPA, Professional Standards, vol. 1, AU sec. 328)
Attest Engagements on Greenhouse Gas 
Em issions Inform ation
Amendment to Statem ent on Standards fo r  Attestation  
Engagements No. 10, Attestation Standards: Revision 
and Recodification (AICPA, Professional Standards, 
vol. 1, AT secs. 101.17-.18)
“Effect on Auditor’s Report o f Omission of 
Schedule o f Investments by Investment Partnerships 
That Are Exempt From Securities and Exchange 
Commission Registration Under the Investment 
Company Act o f 1940”
“The Effect o f an Inability to Obtain Evidential 
M atter Relating to Income Tax Accruals”
Interpretation No. 5. Attest Engagements on 
Fin an cial Inform ation Included in XBRL  
Instance Documents
“Applicability of Statements on Standards for 
Accounting and Review Services W hen an 
Accountant Engaged to Perform a Business 
Valuation Derives Information From an Entity’s 
Tax Return”
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Accounting Pronouncements and Guidance Update
Presented below is a list o f accounting pronouncements and 
other guidance issued since the publication of last years general 
Audit Risk Alert —2002/03. The AICPA Audit Risk Alert —2003/04  
contains a summary explanation o f all these issuances. For 
information on accounting standards issued subsequent to this 
Alert, please refer to the AICPA Web site at www.aicpa.org and 
the FASB Web site at www.fasb.org. You may also look for 
announcements of newly issued standards in the CPA Letter and 
Journal o f Accountancy.
FASB Statement No. 145
FASB Statement No. 146
FASB Statement No. 147 
FASB Statement No. 148
FASB Statement No. 149
FASB Statement No. 150
FASB Interpretation No. 45
FASB Interpretation No. 46
FASB Technical 
Bulletin No. 01-1
SOP 03-1
Questions and Answers
Rescission o f  FA SB Statements
No. 4, 44, an d  64, Amendment o f  FA SB
Statem ent No. 13, an d  Technical Corrections
Accounting fo r  Costs Associated with E x it or 
D isposal A ctivities
Acquisitions o f  Certain F in an cial Institutions
Accounting fo r  Stock-Based Compensation- 
Transition an d  D isclosure
Amendment o f  Statem ent 133 on D erivative 
Instruments an d  Hedging A ctivities
Accounting fo r  Certain F in an cial Instruments 
with Characteristics o f  both L iabilities 
an d  Equity
G uarantor’s Accounting an d  Disclosure 
Requirements fo r  Guarantees, Including 
Indirect Guarantees o f  Indebtedness o f  Others
Consolidation o f  Variable Interest Entities
Effective D ate fo r  Certain F in ancial 
Institutions o f  Certain Provisions o f  Statem ent 
1 40  Related to the Isolation o f  Transferred 
F in an cial Assets
Accounting an d  Reporting by Insurance 
Enterprises fo r  Certain N ontraditional 
Long-D uration Contracts an d  fo r  
Separate Accounts
FA SB Statem ent No. 140
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SSARS Interpretations
Interpretation 22 o f 
SSARS No. 1
• 8. Reports on Specified Elements,
Accounts, or Items o f  a  F in an cial 
Statem ent —  Revised
• 24. Reference to the Country o f  O rigin in a
Review or Com pilation Report
• 25. Ommission o f  the Display o f  Comprehensive
Income in a  Com pilation
“Use of Selected Information— Substantially 
All Disclosures Required by Generally 
Accepted Accounting Principles Are 
N ot Included’”
Interpretations o f  AR Section 100:
On the Horizon
Auditors should keep abreast o f auditing and accounting 
developments and upcoming guidance that may affect their 
engagements. Presented below is brief information about some 
ongoing projects that are especially relevant to the CIRA 
industry. Remember that exposure drafts are nonauthoritative 
and cannot be used as a basis for changing generally accepted 
accounting principles (GAAP) or generally accepted auditing 
standards (GAAS).
The following table lists the various standard-setting bodies’ Web 
sites, where information may be obtained on outstanding expo­
sure drafts and where copies may be obtained for downloading.
Standard-Setting Body Web Site
AICPA Auditing 
Standards Board (ASB)
Public Company 
Accounting Oversight 
Board (PCAOB)
(Note that for audits o f 
public companies, 
the PCAOB sets 
auditing standards.)
AICPA Accounting 
Standards Executive 
Committee (AcSEC)
www.aicpa.org/ m embers/div/auditstd/ drafts.htm 
www.pcaobus.org
http:/www. aicpa. org/members/ 
div/acctstd/edo/index.htm
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Financial Accounting 
Standards Board (FASB)
Professional Ethics 
Executive Committee 
(PEEC)
www.rutgers.edu/Accounting/ 
raw/fasb/draft/draftpg.html
www.aicpa.org /members/ 
div/ethics/index.htm
H e lp  D e sk — T h e  A IC P A ’s s ta n d a rd -se ttin g  co m m ittee s  are 
now  pub lish ing  exposure drafts o f  p roposed  professional s tan ­
dards exclusively on  th e  A IC PA  W eb site. T h e  A IC PA  will n o ­
tify  in terested  parties by  e-m ail ab o u t new  exposure drafts. To 
be p u t on  th e  n o tifica tio n  list for all A IC P A  exposure drafts, 
send  y o u r e-m ail address to  m em sat@ aicpa.o rg. Ind icate  “ex­
p o su re  d ra f t e -m ail lis t” in  th e  su b je c t h ea d e r  fie ld  to  he lp  
p rocess th e  su b m iss io n  m o re  effic ien tly . In c lu d e  y o u r fu ll 
nam e, m ailing  address and , i f  k n ow n , y o u r m em bersh ip  an d  
subscriber n u m b er in  th e  message.
New Framework for the Audit Process6
The AICPA Auditing Standards Board (ASB) is reviewing the 
auditor’s consideration o f the risk assessment process in the 
auditing standards, including the necessary understanding o f the 
client's business and the relationships among inherent, control, 
fraud, and other risks. The ASB issued a series o f exposure drafts 
in early 2003. Some participants in the process expect the final 
standards to have an effect on the conduct o f audits that has not 
been seen since the “Expectation Gap” standards were issued 
in 1988.
Some of the more important changes to the standards that have 
been proposed are the following:
• A requirement for a more robust understanding of the en­
tity’s business and environment that is more clearly linked 
to the assessment o f the risk o f material misstatement of 
the financial statements. (Among other things, this will 
improve the auditor’s assessment of inherent risk and elim­
inate the “default” to assess inherent risk at the maximum.)
6. Note that this discussion of auditing standards does not apply to audits o f public 
companies
40
• An increased emphasis on the importance o f entity con­
trols with clearer guidance on what constitutes a sufficient 
knowledge o f controls to plan the audit.
• A clarification o f how the auditor may obtain evidence 
about the effectiveness of controls in obtaining an under­
standing of controls.
•  A clarification of how the auditor plans and performs au­
diting procedures differently for higher and lower assessed 
risks o f material misstatement at the assertion level while 
retaining a “safety net” of procedures.
T h e s e  c h a n g e s  c o llec tiv e ly  a re  in te n d e d  to  im p ro v e  th e  g u id a n c e  
o n  h o w  th e  a u d i to r  o p e ra tio n a liz e s  th e  a u d i t  r isk  m o d e l.
You should keep abreast of the status of these projects and pro­
jected exposure drafts, inasmuch as they will substantially affect 
the audit process. More information can be obtained on the 
AICPA’s Web site at www.aicpa.org.
Resource Central
Presented below are various resources that practitioners engaged 
in the CIRA industry may find beneficial.
Publications
T h e  fo llo w in g  p u b l ic a t io n s  d e liv e r  v a lu a b le  g u id a n c e  a n d  p r a c t i ­
ca l a s s is ta n c e  as p o t e n t  to o ls  to  b e  u s e d  o n  y o u r  e n g a g e m e n ts  
( p ro d u c t  n u m b e r s  a p p e a r  in  p a re n th e se s ) .
•  Checklists and Illustrative Financial Statements for Common 
Interest Realty Associations (product no. 008789kk). This 
publication is designed to help those preparing 
reports and financial statements o f CIRAs by providing a 
checklist o f applicable generally accepted accounting 
principle (GAAP) disclosures.
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• Fraud Detection in a GAAS Audit: SAS No. 99 Imple­
mentation Guide (product no. 006613kk)
• Analytical Procedures Audit Guide (012531kk)
• Auditing Estimates and Other Soft Accounting Information 
Practice Aid (010010kk)
• Accounting Trends and Techniques — 2003 (009895kk)
• Preparing and Reporting on Cash- and Tax-Basis Financial 
Statements Practice Aid (006701 kk)
• Understanding and Implementing SSARS No. 8 (006612kk)
• Professional Standards 2003 (product no. 005103kk)
• Technical Practice Aids (product no. 005143kk). This prod­
uct includes questions received by the AICPA Technical 
Hotline on various subjects and the responses to those 
questions. Sections 6140 and 6960 include questions and 
answers specifically pertaining to CIRAs.
• Audit and Accounting M anual (product no. 005133kk). 
This manual is a valuable nonauthoritative practice tool 
designed to provide assistance for audit, review, and com­
pilation engagements. It contains numerous practice aids, 
samples, and illustrations, including audit programs, audi­
tors’ reports, checklists and engagement letters, manage­
ment representation letters, and confirmation letters.
CD-ROMS
The AICPA is currently offering a CD-ROM  product titled re- 
SO U R CE: AICPA’s Accounting and Auditing Literature. This 
CD-ROM  enables subscription access to the following AICPA 
Professional Literature products in a Windows format: Profes­
sional Standards, Technical Practice Aids, and Audit and Account­
ing Guides (available for purchase as a set that includes all Guides 
and the related Audit Risk Alerts, or as individual publications). 
This dynamic product allows you to purchase the specific titles 
you need and includes hypertext links to references within and 
between all products.
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AICPA Online and CPA2BIZ
AICPA Online offers CPAs the unique opportunity to stay 
abreast of matters relevant to the CPA profession. AICPA Online 
informs you o f developments in the accounting and auditing 
world as well as developments in congressional and political af­
fairs affecting CPAs. In addition, CPA2BIZ.com offers all the lat­
est AICPA products, including Audit Risk Alerts, Audit and 
Accounting Guides, Professional Standards, Technical Practice 
Aids, and CPE courses.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac­
tivities, and find help on your membership questions, call the 
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application o f the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
Continuing Professional Education Courses
The AICPA offers many continuing professional education 
(CPE) courses that may be o f value to CPAs working in the 
CIRA industry. Among the available titles are the following:
•  AICPA s Annual Accounting and Auditing Workshop. 
Whether you are in industry or public practice, this course 
keeps you current and informed, and shows you how to 
apply the most recent standards.
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• Independence (product no. 739150). This interactive CD- 
ROM course will review the AICPA authoritative litera­
ture covering independence standards, including the SEC 
Practice Section (SECPS) independence requirements, 
SEC regulations on independence, and International Stan­
dards Board (ISB) standards.
For more information about AICPA CPE courses, call the 
AICPA (Member Satisfaction) at (888) 777-7077 or visit the 
AICPA Web site at www.aicpa.org.
Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz.com, is 
AICPA’s flagship online learning product. Selected as one of Ac­
counting Todays top 100 products for 2003, AICPA InfoBytes 
now offers a free trial subscription to the entire product for up to 
30 days. AICPA members pay $149 ($369 nonmembers) for a 
new subscription and $ 119 ($319 nonmembers) for the annual 
renewal. Divided into one- and two-credit courses that are avail­
able 24/7, AICPA InfoBytes offers hundreds of hours o f learning 
in a wide variety o f topics. To register or learn more, visit 
www.cpa2biz.com/infobytes.
Other Guidance
Auditors should also be aware o f the economic, regulatory, and 
professional developments that may affect the audits they per­
form, as described in the AICPA general Audit Risk 
Alert—2003/04  (product no. 022334kk) and AICPA Compila­
tion and Review Alert—2003/04  (product no.022303kk). These 
Alerts may be obtained by calling the AICPA Order Department 
(Member Satisfaction) at (888) 777-7077, by subscribing to 
AICPA reSOURCE, or by faxing a request to (800) 362-5066. 
Obtaining product information and placing online orders can be 
done at www.CPA2biz.com.
Copies o f FASB publications referred to in this document may be 
obtained directly from the FASB by calling the FASB Order De­
partment at (800) 748-0659.
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The Audit Risk Alert Common Interest Realty Associations Industry 
Developments is published annually. As you encounter audit or in­
dustry issues that you believe warrant discussion in next year’s 
Alert, please feel free to share those with us. Any other comments 
that you have about the Alert would also be appreciated. You may 
e-mail these comments to lwest@aicpa.org, or write to:
Lori A. West, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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Illustrative Management Representation
Letter— Review
A P P EN D IX  A
[To be p rep ared  on the C IR A ’s or m an agin g  agen t’s letterh ead]
[D ate  o f  A ccoun tan t’s R eport]
[To the A ccoun tan t]
We are providing this letter in connection with your review of 
the balance sheet and the related statements of revenues, ex­
penses, and changes in fund balances, and cash flows of XYZ 
Condominium Association as of December 31, 20XX, and for 
the year then ended, for the purpose of expressing limited as­
surance that there are no material modifications that should be 
made to the statements in order for them to be in conformity 
with generally accepted accounting principles. We confirm 
that we are responsible for the fair representation in the 
financial statements of financial position, results of operations, 
and cash flows in conformity with generally accepted 
accounting principles.
Certain representations in this letter are described as being 
limited to matters that are material. Items are considered mate­
rial, regardless of size, if they involve an omission or misstate­
ment of accounting information that, in the light of 
surrounding circumstances, makes it probable that the judg­
ment of a reasonable person relying on the information would 
be changed or influenced by the omission or misstatement.7
We confirm, to the best of our knowledge and belief, (as of [a 
date no earlier than the date of review report, see AR section 
100.29]), the following representations made to you during 
your review.
7. The qualitative discussion of materiality used in this letter is adapted from Financial 
Accounting Standards Board, Statement of Financial Accounting Concepts No. 2, 
Qualitative Characteristics o f  Accounting Information.
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1. T h e  fin an c ia l s ta te m e n ts  re fe rred  to  above are fairly  
p re se n te d  in  c o n fo rm ity  w ith  gen era lly  accep ted  
accoun ting  principles.
2. W e have m ade available to  you  all:
a. F in an c ia l records, lo an  d o c u m e n ts , reserve s tu d ies , 
and  related data.
b. M in u te s  o f  th e  m ee tin gs o f  s to ck h o ld ers , d irec to rs , 
trustees, and  com m ittees o f  directors, o r sum m aries o f  
actions o f  recent m eetings for w h ich  m inu tes have n o t 
yet been prepared.
3. T h e re  are n o  m ate ria l tran sac tio n s  th a t  have n o t  been  
p roperly  recorded  in  th e  acco u n tin g  records un derly ing  
the  financial sta tem ents.
4. W e have no  plans or in ten tions th a t m ay m aterially affect 
the carrying am ounts or classification o f  assets and liabilities.
5 . T h e re  are n o  m ateria l losses (such as from  pu rch ase  o r 
sales com m itm en ts) th a t have n o t been  properly  accrued 
or disclosed in  th e  financial sta tem ents.
6. T h ere  are no:
a . V iolations o r possible vio lations o f  laws o r regulations, 
w hose effects sh o u ld  be con sid ered  for disclosure in  
th e  financial s ta tem en ts  o r  as a basis fo r reco rd in g  a 
loss contingency.
b. U nasserted  claim s o r assessm ents th a t o u r lawyer has 
adv ised  us are  p ro b a b le  o f  a sse rtio n  th a t  m u s t be 
d isc losed  in  acco rd an ce  w ith  F in an c ia l A c c o u n tin g  
S tan d a rd s  B o ard  (FA SB), S ta te m e n t o f  F in an c ia l 
A c c o u n tin g  S ta n d a rd s  N o . 5 [A C se c tio n  C 5 9 ] , 
A ccoun tin g fo r  C ontingencies.8
c. O th e r  m aterial liabilities o r gain o r loss contingencies 
th a t are required  to  be accrued o r disclosed by FASB 
S ta tem en t N o . 5.
8. If management has not consulted a lawyer regarding litigation, claims, and assess­
ments, the representation might be worded as follows: “We are not aware of any 
pending or threatened litigation, claims, or assessments or unasserted claims or 
assessments that are required to be accrued or disclosed in the financial statements 
in accordance with Financial Accounting Standards Board Statement No. 5 [AC 
section C59], Accounting for Contingencies, and we have not consulted a lawyer 
concerning litigation, claims, or assessments.
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7. T h e  A ssociation has satisfactory title  to  all ow ned assets, 
a n d  th e re  are no  liens o r encu m brances o n  such  assets 
n o r has any asset been p ledged as collateral.
8. W e have com plied  w ith  all aspects o f  con tractual agree­
m ents th a t w ou ld  have a m aterial effect on  the  financial 
s ta tem en ts in  the  event o f  noncom pliance .
9. T h e  follow ing have been p roperly  recorded or disclosed 
in  the  financial statem ents:
a. R elated pa rty  transactions, in c lu d in g  sales, purchases, 
loans, transfers, leasing arrangem ents, and  guarantees, 
a n d  a m o u n ts  receivab le  fro m  o r  payab le  to  re la ted  
parties.
b. G uaran tees, w h eth er w ritten  or oral, un d er w h ich  th e  
A ssociation is con tingen tly  liable.
c. S ig n ifican t e s tim ates  a n d  m a te r ia l c o n c e n tra tio n s  
k n o w n  to  m a n a g e m e n t th a t  are re q u ire d  to  be d is ­
closed in  accordance w ith  th e  A IC PA ’s S ta tem en t o f  
P osition (SO P) 94-6 , D isclosure o f  C ertain  S ig n ifican t 
R isks a n d  U ncertainties. [Significant estim ates are esti­
m ates at the  balance-sheet date  th a t cou ld  change m a­
terially  w ith in  th e  nex t year. C o n cen tra tio n s  refer to  
vo lu m es o f  bu sin ess , revenues, availab le  sou rces o f  
supply, o r m arkets for w h ich  events cou ld  occur th a t 
w o u ld  s ig n ifican tly  d is ru p t n o rm a l finances w ith in  
th e  nex t year.]
10. To the  best o f  o u r know ledge and  belief, no  events have 
o cc u rre d  su b se q u e n t to  th e  b a lan ce -sh ee t d a te  a n d  
th ro u g h  the  date o f  th is le tte r th a t w o u ld  require  ad just­
m e n t to  o r  d isc losu re  in  th e  a fo re m e n tio n e d  fin an cia l 
statem ents.
11. W e have resp on ded  fu lly  an d  tru th fu lly  to  all inqu iries 
m ade to  us by you d u rin g  yo u r review.
12. T h e  b o ard  o f  directors is co llecting  funds for m ajo r re­
pairs and  replacem ents in  con fo rm ity  w ith  th e  Associa­
tio n ’s po licy  to  fu n d  fo r th o se  needs based o n  a s tu d y  
c o n d u c te d  in  N o vem ber 20X 2. T h e  b o ard  o f  d irec to rs 
believes th a t th e  funds w ill adequately  provide for fu tu re  
m ajo r repairs and  replacem ents.
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13. T h e  A ssociation’s a llocation  o f  expenses for incom e tax 
purposes is considered  to  be reasonable an d  consisten t, 
an d  is adequately  do cum en ted .
XYZ C O N D O M IN IU M  A S S O C IA T IO N
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A P P EN D IX  B
Illustrative Management Representation
Letter— Audit
A IC P A  S ta te m e n t o n  A c c o u n tin g  S tan d ard s  (SAS) N o . 85 , 
M an agem en t R epresen tation s, (A IC PA , P ro fession al S tan d ard s, 
vol. 1, A U  sec. 333), as am end ed  by  SAS N o . 89 , A u d it A d ju st­
m ents (A IC PA , P ro fessio n a l S ta n d a rd s , vol. 1, A U  secs. 31 0 , 
333 , an d  380), an d  SAS N o . 99, C o nsid era tion  o f  F raud  in  a 
F inancial S ta tem en t A u d it (AICPA, P rofession al S tan d ard s, vol. 
1, A U  sec. 316), requires an a u d ito r  to  o b ta in  w ritten  repre­
sen ta tions from  m anag em en t fo r all financial sta tem en ts an d  
periods covered by th e  au d it's report. T h e  specific w ritten  rep­
resen ta tion s o b ta in ed  by  th e  a u d ito r  w ill d e p e n d  o n  th e  c ir­
cu m stan ces  o f  th e  e n g ag em en t a n d  th e  n a tu re  a n d  basis o f  
p resen ta tio n  o f  th e  financial sta tem en ts. For exam ple, du e  to  
th e  C IR A  o p e ra tin g  e n v iro n m en t, th e  lack  o f  segregation  o f  
du ties is a lm ost a given an d  con stan t p o in t o n  every self-m an­
aged association. Usually, lack o f  segregation is less o f  a p ro b ­
lem  w h en  m anagem en t com panies are involved.
Illustrative Representation Letter—Audit
[To be p rep ared  on the CIRA 's o r m an agin g  agent's letterh ead]
[D ate  o f  A u d itor's R eport]
[To the In dependen t A u d ito r]
W e are prov id ing  th is le tte r in  co n nection  w ith  your au d it o f  
th e  balance sheets an d  th e  related  sta tem en ts o f  revenues, ex­
penses, an d  changes in  fu n d  balances, an d  cash flows o f  XYZ 
C o n d o m in iu m  A sso c ia tio n  as o f  D e c e m b e r 3 1 , 20 X X  a n d  
20X X  for th e  years th en  ended , for th e  pu rpose  o f  expressing 
an  o p in io n  as to  w h e th e r  th e  f in an c ia l s ta te m e n ts  p re se n t 
fairly, in  all m aterial respects, th e  financial position , results o f  
operations, an d  cash flows o f  XY Z C o n d o m in iu m  A ssociation 
in  co n fo rm ity  w ith  generally  accep ted  acco u n tin g  princip les. 
W e con firm  th a t we are responsible for th e  fair p resen ta tion  in 
th e  financial sta tem en ts o f  financial position , results o f  opera-
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tions, an d  cash flows in  con fo rm ity  w ith  accoun ting  principles 
generally accep ted  in  the  U n ited  States o f  A m erica.
C e rta in  rep resen ta tions in  th is  le tte r  are described  as being  
lim ited to m atters th a t are m aterial. Item s are considered m ater­
ial, regardless o f  size, i f  they  involve an  om ission o r m issta te­
m e n t o f  a c c o u n tin g  in fo rm a tio n  th a t, in  th e  lig h t o f  
su rro u n d in g  circum stances, makes it probable th a t the judgm ent 
o f  a reasonable pe rso n  re ly ing  o n  th e  in fo rm a tio n  w o u ld  be 
changed  or in fluenced  by th e  om ission o r m isstatem en t.
W e co n firm , to  th e  best o f  o u r  know ledge a n d  belief, [as o f  
(d ate  o f  a u d ito r ’s report),] th e  follow ing represen tations m ade to  
you du rin g  the  audit:
1. T h e  f in an c ia l s ta te m e n ts  re fe rred  to  above are fa irly  
p resen ted  in  con fo rm ity  w ith  acco un ting  principles gen­
erally accepted in the  U n ited  States o f  A m erica.
2. W e are responsible for the  fair p resen ta tio n  o f  the  in fo r­
m a tio n  a b o u t fu tu re  m ajo r repairs an d  replacem ents in  
the  supp lem en tary  in fo rm ation  accom pany ing  the  finan ­
cial statem ents.
3. W e have m ade available to  yo u  all:
a. F inancial records and  related  data.
b. M inu tes o f  the  m eetings o f  directors an d  com m ittees 
o f  directors, o r sum m aries o f  actions o f  recent m eet­
ings for w h ich  m inu tes have n o t yet been prepared.
4. T h e re  have been  n o  c o m m u n ic a tio n s  fro m  reg u la to ry  
agencies concern ing  noncom pliance  w ith  or deficiencies 
in  financial repo rting  practices.
5 . T h e re  are no  m ate ria l tran sac tio n s  th a t  have n o t  been  
p roperly  recorded in  th e  acco u n tin g  records underly ing  
th e  financial sta tem ents.
6. W e believe th a t th e  effects o f  th e  un co rrec ted  financial 
statem ent m isstatem ents sum m arized in  the accom panying 
sched u le  are im m ate ria l, b o th  in d iv id u a lly  a n d  in  th e  
aggregate, to  the  financial s ta tem en ts taken  as a w hole.9
9. If management believes that certain of the identified items are not misstatements, 
management’s belief may be acknowledged by adding to the representation, for ex­
ample, “We do not agree that items XX and XX constitute misstatements because 
[description of reasons].”
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7. W e acknow ledge o u r  resp o n sib ility  fo r th e  design  an d  
im p lem en ta tio n  o f  program s an d  contro ls to  preven t and  
detect fraud.
8. W e have no  know ledge o f  any fraud  o r suspected  fraud 
affecting the  en tity  involving:
a. M anagem ent,
b. E m ployees w h o  have s ig n if ic a n t roles in  in te rn a l 
con tro l, or
c. O th e rs  th a t  c o u ld  have a m a te r ia l effec t o n  th e  
financial sta tem ents.
9. W e have n o  k n ow ledg e  o f  any  a llegations o f  f ra u d  o r 
suspected fraud  affecting th e  en tity  received in  co m m u ­
nications from  em ployees, fo rm er em ployees, o r others.
10. W e have no  plans or in ten tio ns th a t m ay m aterially  af­
fect the  carry ing value o r classification o f  assets an d  lia­
bilities.
11. T h e  follow ing have been p roperly  recorded or disclosed 
in  th e  financial statem ents:
a. R elated pa rty  transactions, in c lu d in g  sales, purchases, 
loans, transfers, leasing arrangem ents, an d  guarantees, 
a n d  a m o u n ts  receivab le  fro m  o r payab le  to  re la ted  
parties.
b. G uaran tees, w h e th er w ritten  o r oral, u n d e r w h ich  the  
A ssociation is co n tingen tly  liable.
c. S ig n ifican t e s tim ates  a n d  m a te r ia l c o n c e n tra tio n s  
k n o w n  to  m a n a g e m e n t th a t  are req u ired  to  be d is­
closed in  accordance w ith  th e  A IC PA ’s S ta tem en t o f  
Position  (SO P) 94-6 , D isclosure o f  C ertain  S ig n ifican t 
R isks a n d  U ncertainties. (S ignificant estim ates are esti­
m ates a t th e  balance-sheet date  th a t cou ld  change m a­
terially  w ith in  th e  nex t year. C o n cen tra tio n s  refer to  
vo lu m es o f  bu sin ess , revenu es, availab le  sources o f  
supply , o r m ark e ts  o r g eo g rap h ic  areas fo r w h ich  
events c o u ld  o ccu r th a t w o u ld  sig n ifican tly  d is ru p t 
no rm al finances w ith in  th e  nex t year.)
12. T h ere  are no:
a. V iolations o r possible vio lations o f  laws o r regulations 
w hose effects sh o u ld  be considered  for disclosure in
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th e  financial s ta tem en ts  o r as a basis for record ing  a 
loss contingency.
b. U nasserted  claim s o r assessm ents th a t o u r lawyer has 
adv ised  us are p ro b a b le  o f  a sse rtio n  a n d  m u s t be 
disclosed in  accordance w ith  FASB S ta tem en t N o . 5, 
A ccoun tin g fo r  C ontingencies. 10
c. O th e r  liabilities o r gain o r loss contingencies th a t are 
req u ired  to  be acc ru ed  o r d isc losed  by  FASB S ta te ­
m e n t N o. 5.
13. T h e  A ssociation has satisfactory title  to  all ow ned assets, 
an d  there  are no  liens o r  encum brances o n  such assets, 
n o r  has any asset been  p ledged as collateral.
14. W e have com plied  w ith  all aspects o f  con tractual agree­
m ents th a t w ou ld  have a m aterial effect o n  the  financial 
s ta tem en ts in  the  event o f  noncom pliance .
13. T h e  board  o f  directors is collecting funds for m ajo r re­
pairs an d  replacem ents in  con fo rm ity  w ith  the  Associa­
tio n ’s po licy  to  fu n d  fo r those  needs based o n  a s tu d y  
con du c ted  in  N ovem ber 20XX . T h e  board  o f  directors 
believes th a t th e  funds w ill adeq ua te ly  prov ide  fo r fu ­
tu re  m ajo r repairs an d  replacem ents.
16. T h e  A ssociation’s allocation  o f  expenses for incom e tax 
purposes is considered  to  be reasonable an d  consisten t, 
an d  is adequately  do cum en ted .
17. T h e  b o a rd  o f  d irec to rs has a lloca ted  th e  excess o f  th e  
A ssociation’s revenues over its expenses d u rin g  th e  cu r­
re n t year to  th e  fu n d  fo r fu tu re  m ajo r repairs a n d  re­
placem ents.
18. To th e  best o f  o u r know ledge a n d  belief, no  events have 
o c c u rre d  su b se q u e n t to  th e  b a lan ce -sh ee t d a te  a n d
10. In the circumstance discussed in footnote 7 of Statement on Auditing Standards 
(SAS) No. 85, Management Representations, this representation might be worded 
as follows, “We are not aware of any pending or threatened litigation, claims, or 
assessments or unasserted claims or assessments that are required to be accrued or 
disclosed in the financial statements in accordance with FASB Statement No. 5, 
Accounting for Contingencies, and we have not consulted a lawyer concerning liti­
gation, claims, or assessments.”
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through the date of this letter that would require 
adjustment to or disclosure in the aforementioned 
financial statements.
Sign atu re  a n d  T itle
S ign atu re a n d  T itle
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APPENDIX C
Commonly Asked Questions and Answers
The following questions and answers have been developed by in­
dividuals in the CIRA industry. They include frequently asked 
questions encountered by those individuals on accounting, audit­
ing, and regulatory matters.
Q-The Association budgeted $50,000 of its assessments to be allocated 
to the replacement fund. It actually funded only $10,000 and has no 
intention of funding more. In this case, I booked $10,000 as 
replacement fund assessments. Am I right?
A-No. The AICPA Audit and Accounting Guide Common 
Interest Realty Associations (CIRA Guide) requires the budgeted 
assessment to be booked to income. Any amounts not funded 
are either set up as a “Due Between Funds” if the monies are 
going to be repaid, or a permanent transfer between funds is 
booked on the statement of changes in fund balances. In this 
case, the income statement would show income of $50,000 and 
the fund balance would be reduced by $40,000 on the fund 
balance statement.
Q-ls supplementary information on major repairs and replacements 
required for compilations and reviews?
A-Yes. And if the information is missing, a paragraph must be 
added to the standard report.
Q-l just completed the 2002 audit for an association. The association 
had a reserve study done in 2001 for the 2002 year, and another study 
at the end of 2002 for the 2003 year. Which study do I include in the 
supplementary information?
A-There is no guidance in this matter. It would appear that either 
study would be appropriate. There is some justification that the 
2002 would be appropriate as this is the 2002 audit; yet, there is 
also justification to include the most recent study with the most
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recent data. A few accountants include both. You may consider 
including the most recent study even if  it is not in effect yet 
(disclose that fact in the footnotes), so the reader will have the 
most up-to-date information.
Q-Since condos and HOAs have lien rights and the ability to foreclose on 
a unit for unpaid assessments, is an allowance for bad debts necessary? 
If  so, how is this computed?
A-Management still needs to determine whether a bad debt al­
lowance is necessary, in that there may be no equity in a unit or a 
homeowner may go bankrupt. The allowance should be com­
puted based upon the available information as to the collectibility 
o f the amounts due. This requires much judgment, as such issues 
as solvency of the unit owner, equity in the unit, and the cost ver­
sus benefit rules must be considered. The opinions of the man­
ager, the association’s attorney (or collection agent), and the 
board are all useful input.
Q-Do I have to capitalize an asset to which the association has title and 
can sell in accordance with the CIRA Guide if the asset is included in the 
replacement fund and is paid out of that fund? The association will be 
funding for replacement of that asset. Do I still depreciate it?
A-Yes. If the asset qualifies to be capitalized, then the asset is 
booked on the financial statements in the operating fund. This 
will require a transfer between funds (on the statement on fund 
balance) from the replacement fund to the operating fund. The 
asset will be depreciated using GAAP and the replacement fund 
will continue funding for the replacement of the asset.
Q-Must I gain an understanding of a CIRA’s internal control when 
performing a review engagement?
A-No. SSARS does not require the accountant to obtain an un­
derstanding o f the client’s internal control when conducting a 
compilation or review engagement.
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Q-Do I have the responsibility to plan a compilation engagement for 
a CIRA to consider the risk of material misstatement that results 
from fraud?
A-No. SSARS does not require the accountant to plan or perform 
a compilation or review engagement to obtain reasonable assur­
ance that the financial statements are free o f material misstate­
ment, whether caused by error or fraud.
Q-When are analytical procedures required when performing a SSARS 
engagement?
A-Analytical procedures are required only in review engage­
ments-not in compilation engagements.
Q-Can the requirements found in SSARS for analytical procedures be 
modified?
A-Yes, SSARS No. 1 states that knowledge acquired in the perfor­
mance of other services may result in the modification of analyti­
cal procedures.
Q-Should a summary of uncorrected misstatements be included with 
the management representation letter in a SSARS review engagement?
A-No. The requirement in SAS No. 89 to include a list o f uncor­
rected misstatements in the management representation letter 
does not apply to SSARS review engagements.
Q-A CPA in public practice, who also serves as an officer or director of a 
CIRA:
a. May issue financial statements o f the entity and comply 
with SSARS No. 1.
b. May issue financial statements o f the entity and use a 
transmittal letter that clearly indicates his or her rela­
tionship to the entity.
c. Must comply with SSARS No. 1.
d. Either a or b.
A-d.- A CPA in the practice of public accounting who also serves 
as a stockholder, partner, director, officer, or employee o f the
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entity, may either (1) comply with the requirements o f SSARS 
No. 1, or (2) communicate, preferably in writing, his or her 
relationship to the entity (for example, stockholder, partner, 
director, officer, or employee).
Q-Should written representations be obtained from current management 
for all periods covered by a review report?
A-Yes according to SSARS No. 9, Omnibus-2002.
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APPENDIX D
Helpful Web Sites
Web sites that may provide useful information to CPAs are listed 
in the following tables.
Association-Related Information
Organization General Contact Information Internet Address
Com m unity
Associations
Institute
1630 Duke Street 
Alexandria, VA 22314 
(703) 548-8600
www.caionline.org
National 
Association 
of Housing 
Cooperatives
1401 New York Avenue #1100 www.coophousing.org
Washington, D C
20005
(202) 383-5475
American
Resort
Development
Association
1220 L Street, Ste 500 
Washington, D C  
20005
(202) 371-6700
www.arda.org
General Web Sites of Interest
Name of Site Content Internet Address
American Institute 
o f CPAs
Summaries of recent auditing 
and other professional 
standards as well as other 
AICPA activities
www.aicpa.org
Financial 
accounting 
Standards Board
Summaries o f recent 
accounting pronouncements 
and other FASB activities
www.fasb.org
The Electronic 
Accountant
World W ide Web magazine 
that features up-to-the- 
minute news for accountants
www. electronic 
accountant.com
(continued)
6 0
N am e o f  S ite C ontent In tern et A ddress
CPAnet Links to other Web sites 
of interest to CPAs
www.cpalinks.com/
Guide to W W W Basic instructions on how to www.tetranet.net/users/
for Research and 
Auditing
use the Web as an auditing 
research tool
gaostl/guide.htm
Accountant’s 
Home Page
Resources for accountants and 
financial and business 
professionals
www.computercpa.com/
Double Entries A weekly newsletter on 
accounting and auditing 
around the worl
www.csu.edu.au/lists.
U.S. Tax Code A complete text o f the U.S. www.fourmilab.ch/ustax/
Online Tax Code ustax.html
Federal Reserve 
Bank of New York
Key interest rates www.ny.frb.org 
/ pihome/statistics 
/dlyrates
Cybersolve Online financial calculators 
such as ratio and 
breakeven analysis
www.cybersolve.com 
/toolsl.htm l
FedWorld. Gov U.S. Department of Commerce 
-sponsored site providing access 
to government publications
www.fedworld.com
Hoovers Online Online information on various 
companies and industries
www.hoovers.com
Vision Project Information on the profession’s 
vision project
www.cpavision.org
/horizon
Internet Bulletin 
for CPAs
CPA tool for Internet sites, 
discussion groups, and other 
resources for CPAs
www.kentis.com/ib.html
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(continued)
N am e o f  S ite C ontent In tern et A ddress
Federal
Communication
Commission
FCC-sponsored site 
providing access to rulings 
and other FCC information
www.fcc.gov/
FannieMae FannieMae-sponsored 
site providing access to 
products and other 
FannieMae information
www.fanniemae.com
FreddieMac FreddieMac-sponsored site 
providing access to products, 
forms, business tools, and other 
FreddieMac information
www.freddiemac.com
Departm ent 
of Veterans Affairs
VA-sponsored site providing 
access to online applications, 
special programs, and other 
VA information
www.va.gov
U.S. D ept. of 
Housing and 
Urban
Development
HUD-sponsored site 
providing access to notices 
and other H U D  information
www.hud.gov/
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